Human nature is the same everywhere; it deifies success, it has nothing but scorn for defeat.
out the market until the stock price rebounds. This might work, but how long will it take? Many covered call writers end up with a portfolio full of depreciated stocks, unable and unwilling to make a move and only waiting for stock prices to rebound. Based on the markets in recent years, this could take a long time. This is a serious risk involved with covered call writing, but it is actually less risky than just owning stock.
The second choice-waiting for prices to rebound-is the one most often used, but there is a problem with this. It keeps capital tied up. and other opportunities have to wait or be passed up. This lost-opportunity risk may be severe if the underlying price takes many months to return to profitable levels, and it might never get back up to that breakeven price at all. There is a troubling aspect to covered call writing. You might generate double-digit returns month after month, only to have all of those impressive profits wiped out in a single bear market.
In theory, the well-selected underlying security should rebound as long as the initial purchase price was reasonable or at a bargain level. But as most traders discovered, the "should" factor is not always in play, and perceptions about a company's value often have little to do with how a stock price "should" act. Even so, selection of the underlying security should be the first step in developing a covered call strategy. Remember, though, that stock prices can and do fall and that the exposure of a portfolio to a covered call writing strategy is not a sure thing. Selecting stocks wisely minimizes your risk of depreciating prices. This does not mean it cannot occur, but it does mean the likelihood is lower than average if you pick high-quality companies. For these, the duration of a decline also tends to be lower than average.
Even if you pick stocks wisely, are you still at risk? Traders who hold stock and who think about covered call writing might analyze the risk from another perspective: As a stockholder, you face a continual market risk without even thinking about covered call writing. As a stockholder, you have to decide what to do if the price falls below your basis. Do you sell and take a loss, or wait out the market? Many covered call writers are more concerned about exercise risk on the upside, even to the extent of rolling out
